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Iakamms 
Repolt ofla 

Board of Directors and Stockholders 

ParWest  Tebmmm, Inc. 
Stockton, California 

nt Regktered h b k  Accounting Flm 

We haw audited the awompanying consolidated balance sheet of ParWest  Telaomm, Inc. and subsidiaries as of December 31, 
2004 snd the related consolidated statements of operations and comprehensive income Po@, changes in stockhol$crs’ equity, and 
cash flows for the year then ended We have also audited the 2004 Schedule 11 -Valuation and Qualifying Awounts (the Schedule). 
The financial statements and the Schedule me thc rqonsibility of the Company’s managcmmt Our m p s i b i l i t y  is to express an 
@on on the= financial statements and the Schedule based on our audit 

We conctuctcd our audit in accordance with the standardrof tbc Public Company Aaovnring OvaSight Board (United States). 
Thaw stan& rrquin that we plan and @om the audit to OW msonable nsuravce abom whether the f i d i a l  statements and 
Schedule arc free of material misstatement. The Company is not required to have, nor werc we engaged IO perform, an audit of its 
intcmal control over f i ~ n c i a l  reporting. Our audit mcMed consideration ofmtemal control OYCI financial repaning as a basis for 
designing audit procedures that arc awmpriate in the circumstances, but not for the plllpose of cxprsssing an opinion on the 
cffmivencss of the Company’s internal control OVCT financial nporting Accordingly, we cxprcv no sush opinion. An audit also 
includes examining, on a test basis, evidencc supporring the Bmounu and dirlmures in the financis1 statemcats 
assessing the sco%iting principicshrZd afdsignifrcant cstimatcJ madctymanagcmcnL as wen as evaluating th?&rall prtscntation 
of the fmancial stntement and the Schedule. Wc Pclicve that our audit provides a reasonable basis for cur opinion 

the S&sdulc, 

lo OUT opinion, the consolidated financial stalemenu n fcmd  to above present fairly, io all m a t e d  rcspccts the financial pmition 
of P w W e s t  Telmmm, Inc. and subsidiaries at December 3 1,2004 and the results of its @olu and its cash flows for UIC year 
then CndeQ in mnformky with accounting principles generally accepted in the United States of Ametica. 

Also in our opinion, the Schedule presents fairly, in all mataial KSPCC(S the information sct forth therein. 

/sJ BDO SEIDMAN. U P  

San F m c i r o .  California 

Fcbwry 2S.ZW5, except for Note 18, which is dab3 as of Manh I I ,  2005 
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mbfQ&&. 
Report oilndependeot Regirlered h b l k  Accounting Firm 

To the Board of Directors and Stockholden 

ParWest  Telecomm, Inc. 

We have audited the accompanying wnsalidated balana sheet of hc-West Tclccnmm, loc. and subaidiies as of-& 31, 
2003 and the related consolidated statem& of operations and comprehensive income (loss), changes in stockholders' equity and 4 
flows for each of the years in the Cwprear pCriod mdcd Dcambn 31,2003. In comachn with our audits of the coo~~lidated 
financial statements, we have also audited the acMmpanyng b i a l  statement schedulc for cach of the years in the two-yssr pcriod 
en& December 31,2003. These consolidated financial natements and fmancial statement schedule an the responsibility of the 
Company's management. Our responsibility is fo express an opinion on thew consolidated financial statcmen!~ and financial 
statement schedule b a s 4  an our audits. 

We conductcd our adi t s  in accordance with the slandards of the Public Company Acwunting Ovw~ghtBoad(7Jniled Statss). 
Those standards nquirc that we plan and perform the audits to obtain remmable assumme about wh&a lhc financial natmwnts are 
free of material misstatement. An audit includes examining, on a lest bask, d m c c  supporting the amounts and disclosures in the 
finsnciat natrmcnts. An audit als o includcs assessing the acmunting principles used and rignificnt caimatcs made by management, 
as well as evaluating the overall financial statement presentation. We believe that our auditspmvick a resranablc &is f a  our 
opinion -. 

.. 

In our opinion, the wmlidated financial statements referred to above present fairly. in all mataial rrspccts, the consolidated 
financial position of PacWesl Telecomm, Inc. and suubsidiarics as o f D c m b e r  31,2003, and the results ofthdr Opsrationr and their 
cash flows for cnch of the years m the two-year period end4 Lkcrmber 3 I ,  2003, in mnformity with US. gcnmlly accepted . 
accounting principles. Also. m our opinion, the related 2003 and 2002 information in thc financial stakmml schedule. when 
urnsidered in relation to the basic consolidated fnancial statements taken as a whole, pnscnts fairty, in all material nrpccts, the 
information wt forth therein. 

/SI KPMG LLF' 

Mountain View, Califomin 

F e b w  13,2004 
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PAC-WEST TELECOhlM, I N .  

CONSOLIDATED BALANCE SReETS 

AsoiDeeember31,20W8nd2003 
On thousands except share and per share data) 
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TaMaO(c0ntenb 

PAC-WEST TELECOMM, MC. 

CONSOLIDATED STATEMENTS OF CAANGES IN STOCKHOLDERS' EQUITY 

For the Years Ended Danmber 31,2ood,1803 and 2002 
(Tn thousands) 
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PAC-WEST TELECOMM, MC. 

CONSOLIDATED STATEMENTS OF CASH PLOWS 

For the Ymn Ended December 31. ZOW, 2003 and 2002 
On thousands) 
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Sa notes to the mnsalidatcd fmncid statements. 
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PAC-- TELECOMM, lNC. 

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 

Deeembt~3l.2W4 

1. Summsry of Signilicaat Acxomtlng Policiea 

LMscripnk of Bvlinns 
Pac-West Telewmm, Inc. (the Company) bas evoked into a highualue, independent provider of intogated commnnications 

solutions that enable communication pmviah to use ow network and services as 10 alternative to building and maintaining mcir ~ w l l  
mhvork. The CO~PMY'S ou~tomers include h m e t  smice p v i d m .  enhanced communications smice  providns (ESPs) and other 
dimi providers of communication sewices to business or residential end-users, collcctivcly refcrred to as d p r o v i d e r s ,  or SPs. 
In response to om changing business model, on March 1 I, ZWS, we sold the majority of our enteqrise customer bast to 
U S .  TelcPacific COT. (TelePacific) whik rrtaining our associated network ssscts. Under the terms of this mnsnclion, TclePacific 
acquired w i n  wts and w e d  certair liabilities associated with our Enterprise customers in  exchange for $26.9 million in cash 
(SE NMS 18). 

! 
P-ipies of Condidotion I 

The acoornpaoying consolidated financial smtements include thc s m u n t s  of the Company and its subsidiaries since the date of 
acquisition. All intercompany accounts and tra,nsactions have been eliminated. 

C M A m r m b n g  Policies 

The preparation of fmaccial statements in conformity with accounting principks gcnually accepted m the United Stalcs of 
A-carequires mansgrmcnt to nukc estimales and as~umptiom. Thcse assumptions cfiect the repnted amounts of a w l s  and 
liabilities, dirclorurs of contingent asyts and liabilities, and nponed mounts o f m u e s  and expenses: 

Management considers tht following accouniing policies to be critical duc to thc estimtion pmcsrs involved in their calculation: 

- mvenue recognition; - provision for doubtful accounts receivable; 

*estimated d e m e n u  of disputed billings; and 

- impairment of longlived UWS. 

By their nahlrc, these judgments are subject m unmtsinIy Thus, actual results could differ from esiima&es made and such 
differences couldbemalerial. 

Rclnme Recognition. The Company recognizes reveme when: 

- thm is persuasive evidence of an arrangement; 

* delivery ofthe product or performance of the scrvicc has ocmrrcd; 

* the selling price is fixed and determinable; and 

* collcctibility is rearonably asswd 

The C m n w  recognizes rrvenucs fmm service acws agreements as the senice is provided, except for interEMia compcnsation 
fees paid by OUT illte-ICaIIkI customers for completion of their cusiornm* calls through ow network. 8nd acws charges paid by 
carrim for long distance lraffic twninated on OUT ncfwork. The rights of competitive local exchange csrriers (CLUS). io receive this 
typc of compensation is the subject of numerous regulatory and legal challenges. Until this issue is ultimately resolved. the Company 
will continue 
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- 
PAC-WEST TELECOMM, INC. 

NOmS TO CONSOLIDATED FINANCIAL STATEMENTS- (Continued) 

to recognize mtaCarrier w m t i o n  as revenue when theprice bcmmcs fixed and deiuminabk andeolkctibility is reasonably 
asslid. 

Somc Incumbent Local Exchange Camera (TLECs) with which the Company has intercomtion agreements had withheld 
payments h m  amounts billed by the Company under their agreements. Thc process of collcciion ofintmawiin Mmpcnsation can be 
complex and subject to interpretation ofreguldons and laws. This can lead to the rcquimnent for negotiated xnlements bmucm the 
Company and thc L E C  whcrc it agree to accept a portion of what it bclieves is owed to it. These d c m c n 5  g m d l y  reflcd the 
mutual agreements oiboth parties that cxist at the date of the settlement. Sdtlemcnts w m  cntacd into with ILKS whereby the 
LECs paid thc Company an aggregate of 510.7 million in 2W4, S5.7 million in 2003 andS20.6 million in 2002. Tbcaettlcment3 wsn 
inchded in revenues 

Non-rcfundablc up-fmnt paymmn mcclvcd for mstallamn m c e s ,  and mlakd costs up to the m u n t  of rcvsoues, ye 

recognized as menue and apmx ratably o v a  thc Icrm ofthe m c c  contram. generally 36 months Any corn m aces o f  
recognized m e n u c s a r c e x p c n s t d I n t h c p m o d i n n r m d . A s o f ~ e m b e r ~ ~ , ~ ~ , ~ 1 , 1 ~ , ~ o f l n ~ t l a M n p a ~ e n ~ ~ v c d  
w a c  deferred and arc included in d c f d  revenuer sad 5623,000 ofasrociatcd costs wm defend and arr inchded m othw asses, 
Ln the accompanyng consolidated halance she& 

Provivion for doubtfir a c m m  receiwble. The Company Cstimatcs the pmnsion for &ubtfd acwunts RCeivable bawd upon the 
following factors: 

* historical collection experience; 

* customa delinquencies and bankruptcies; 

9 infomation provided by 

- obxrvancc of h d s  in the industry: and 

- 0th- currcnt ewnomic conditions. 

Past due balance over 30 days and over a specified amount are reviewed individually for collectibility. Account balancer m 

Company’s cusmmm: 

charged off against the allowance after a11 mcans of collection have ken exhausted and the potential for recovery is remote. 
Collection is due and payable either upon reccipt or up to 30 days from the date of invoia. 

Estimated senlements for disputed billings. During thc ordinary c o m e  of business, thc Company may k billed at i n c o r n  rates 
or for camcr naffic that management believes the Company is not responsible for. Accordingly, the Company will dispute thc billing 
with the vendor and wiihhold payment until the matter is resolved. Tbc Company’s a rnmt  disputes M primarily nlnkd to inmmct 
facility r am or imomcl billing element3 the Company bcliwcs it is Wig charged. Msaagemcnt regularly d e w s  and monitors all 
disputed items and records an accrual thatrcprsents what it believcs it may pay to smlc the dispute. Altho~gh the Company 
continues to actively try and expedite resolutions, often times du smtc Public Utilities CmnmisSion becomes involved in the 
arbitrationofthsxagrmnmts.Thisprwcssisoftenlengmyand~solutionsarcoflensubjecttoappcnl.Asofi)eccmbn.31.2004,thc 
Company accrued approximately S1.3 million, representing managrmcnts best estimate of expected seulemem ofdisputes Nmntly 
in negotiation. If resolutions in ilem in negotiation are favorable or unfavorable to management’s estimations. the Canpwy’s reserve 
for disputed items may be subject to change. 

Longliwd arsets. In 2002. the Company adopted Statement ofFinancial Accounting Standards (SFAS) No. 144. -A‘Accounting for 
the Impairment M Disposal of LongLived Assets:’ The Company wahraks its longlived assets if events or changes in 
Cirmmstances indicate that the carrymg amount of these assets may not k fully mverablc .  Recoverability of nsm to k held and 
used is measured by comparing the carrying amount of an a sx i  to the potential undiseounted Faah flows expected to be generated by 
the asset. If 
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PAC-WEST TELECOMM, MC. 

NOTES TO CONSOLIDATED FiNAh‘ClAL STATF.MENTS- (Conthud) 

anassctis COMidQul to be impair& it is writicn down to itstair market value. This is a s s d  b a d  011 factors specific to the typc of 
asset In asacsdng the recoverability of these assets. thc Compeny must make sssumptions repding, among olhcr h g s .  esthnaled 
fUNre cash flows to dctamine the fair market valuc of the r e s p d v e  wets. If thesc cstimatcs and the relmcd assumptions h g c  tbc 
Company may be required to mvrd additional impairment ChaFgCs fm mcSe assets in thc fuolrs. Dvring the fmmh quum of 2oW and 
the second quarter of 2002. thc Company recorded impairment charges of 154.9 million and S16.6 million, rsapcStively. 

Other Signi/iuurl Amounting PaIicia 

R e c ~ ~ c ~ t i m .  Cmain prior year monk have bem mlessificd to conform with the current ycarpnsentltidn. 

Fair Value of Financiul lnslruments. The canying value of the Company’s cash and cash equivalents. marketable dcbt and equity 
securities, accounts receivable and accounIs payable approximate their respective fair values due to the shor~-mrn aonm of [1KM 
insnumeno. The fair value o f h e  Senior Secund Note appmximatcs the value on March 11.2005 when d~ Company rcpaid this now 
The fair value ofthe Company’s Senior Notes was bawd on a quotation from an invesbnent bank as of hmba ?I.2w4 a d  
.ppiurim& thcir carrying value. The fair value of the Company’s other no- payabk arc based on the bonowinb rsln currently 
available to the Company for bank loans with similar terms and avcragc maturities and appmximsle thcir canying value. 

Carh Equiwlenrc. The Company considers sll highly liquid invesbrmts With original maturities of threc months or less to be cash 
equivalents. 

Shon T u n  Inv&menis All invesbnents with a maturiiy of greater than ttnw months at the date ofpvnhplie arc accounted for 
under SFAS No. 115, “Accnmting for Certain Investments in Debt and Equity SearriticS.” Ahhwgh the Canpwy’s inverrment 
pOmolio only contains invcshnmts that are bighly liquid and c8n be wnvatcd to cash at any time, the c4mpany detmnines the 
appropriate classification of the mvestmcnl as a cash equivalent m an availablc-fwde shm-mm invcstmmt barcd 00 the 
Mticipated maturity dak at thc time of purchase. ’Ihc Company’s invcments are no( subject to penaltics for m l y  terminatim or 
sales. All mVarments as ofDcccmbcr 31,2004 and 2003 WSIS cl&ficd u svailablrforsale and carried p1 fair value. Gross rcalizcd 
gains and losses were insignificant and included in interest i n m e  in the accanpanYing wnsolidatd smcmcnfs of operations. 
Diffcrenccs W e e n  wn and fair v a h  (unrealized g a i ~  and losse) arc recorded u o t h ~  comjwehensive incame (lapa), a sparate 
wmpanmt of stockholders’ equity. 

Froperp andEquipmenl. Property and equipment is stated at wst and indudcs nchuork and 0th~ w m u n i c a h c q u i p m e n ~  
equipment under capital leases, office fiuninne. business softwars and wmputcr quipmcnt, vehicles, learehold i m p e m c n a ,  and 
projects in pmgrss. Expendilures for repairs and maintfnanw, which do not a t m d  the useful life of the pmpaty and mpipmmt and 
purchssu &low $1,000, gn charged to u p m e  as i n c d .  Upon retirrment, thc asset wst and related acnrmulatd depmiation arc 
relieved from thc wnsolidated financial statements. Gains and losses associated with dispositim and impairment of pDpaty and 
equipment are reflected as (income) loss on asset dispositions, net and impairment of asset& respectively. in the -ying 
wnsolidated stltcmcnts of o p t i o n s .  Depreciation and amortization is computed using the swight-line method. Estimated vseful 
lives range from 3 to 20 years 

Nuwork eqmser. Network e x p e w  am compn’sed mamly of I d  Wnsport charges, usage charges for long distance and 
inrmstate calls and, to a lesser extcni in&n compensation the Company pays to other companies related to calls that originate 
with a ParWest customer and taminate on the network of an ILEC mother CLEC. The Company’s I d  nansport charges include 
the l c s ~ e  payments it incurs for the bansmission facilities, or circuits, used to connect its customers to its switches and to c o n m  to 
ILK and CLEC networks. Depreciation expense associated with the Company’s switching e q u i p m t  is included in 
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PAC-WEST TELECOMM, mc. 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (Conhsed)  

depreciation and amortization in the consolidated statements ofoperatiom. Thc Company dosa not include any significant employee 
costs in Ddwork expenses. 

Stock &wed Cornpentation. The Compny follows Accounting Principler Board opinion No. 25, "Accounting fm Stock Iasucs to 
Employees" for its stock based compensation plans. The Company has adopted the dixlmurronly puvisions of SFAS No. 123, 
"Accounting for StockBased Cmpenastion," to disclose pro forma information regarding options p t e d t o  ik employees bawd on 
Epccificd valuation techniques that produce csfimamd compensation charges. Thc Company uses the Black-%holes option-pricing 
model to drive theoretical fair value of mploycc stock option grants. These amounts have ML brm r d l d  in mC Company's 
consolidated statancnm of oprations because no compmsation arise whm the price of the employcu' stock optiona equals the 
m a k e  value of the underlying stock at the date of grant, as in the Company's case. If cornpenoation opcmc f a  the Company's 
stoEl;-bascd ~ p ~ t i o n p l s l l p ~ b c c n d c t m o m e d i n ~ w i t h t h e f a i r v s l v c a s p r t s c r i b s d i n S F A S  IU,thcCompsny*snct 
(loss) i m m e  per share for the years mded k n n b a  31,2004,2003, and ZOO2 would have bsm as follows: 

lob( 2w3 mB2 

~ n I " l h ~ ~ d d s o ~ u p l  ~' ~ 

per rbrr 8mo8.b) 
N a ( l o s ) ' ~ ~ r e p ~ d  smmn S(l5so)  SLDM 

TcalaodrbnrcdnnployucmmpsolliovlMudrdin~nn 
IoW5"mnrc. M DfDn 2w 8 16 
TDW e b d  q l o y s c  mmprmrtioD dctmoincd tha f.ir 

11.299) 

S (2.0s) . f (0.42) s 0.06 
S '  (2.0s) ' s (0.45) I 0.01 

s (2.W) f (0.42) s 0.06 
5 (2.w f (0.45) S 0.01 

Income T a e s .  The Company provider for income taxa under thc asset and liability method of asfomting fa income taxa. 
Deferred tu; assets and liabilities we r e c o p i d  for the fohlm tax consequences attributable to differences bcrwem the financial 
siatemmt eanying a m m u  of existing assets and liabilities and their respective income tu; bases. Deferred Bx assets and liabilities 
arc measured using enacted tax rates expected Lo be applied to taxable income in the years in which those temporary diffemccs am, 
agccted m b rccovmd or seUkd. The effect on dcfemd incomC tax assets and liabilities of changes in tu; rates is m i z e d  in 
income in the period that includes the mncfment darts. Valuation allowances we provided against deferred Bx wets whm it is more 
likely than not ha t  some pcnion or all of the deferred tu; assst will not be realized. 

Amrualr relotcd lo rrrrNauring ucfinfier. In June 2002 end August 2001, the Company approved and amounccd restrvchlring 
plans, which included, among othez things, closing switch facilities m Colmadn and Utah and consolidation of sales oflices. In ordn 
to estimate rent expose rclatcd to thcsc abandoned premircs, the Company made certain assump+ions includii (I)  the time period 
over which the premises would m a i n  vacant, (2) sublease terns, ad (3) estimated sublease mu. la the case of the switching 
faciliticg no sublease income was estimated due 10 the spwialized nature these facilities. If the Company M able to sublet ornegotkte 
an early termination penalty for its abandoned switch faciliy in Colorado, or is unable to sublet the sales offms within the eslimted 
timeframe and at estimated terms. the reseuceuing charge could he subject to change. 
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PAC-WSF TELECOMM, INC. 

NOTES TO CONSOLIDATED FINANCIAL SFATJ3MENTS - (Continued) 

RecenlAaoudng ProMnncemenls 

In k e m k  2004, the Financial Accounting Standards Board (FASB) isrued SFAS No. IUR, "Sharr-Bd,Payment" Among 
OW items, the standard q u k  the Company Lo IeWgniZe mmpcnsation Cast for all Shrat-bascd paymmk. in the Company's 
consolidated statemais of operations. Depnding on the model used to calculate nodrbascd compcmation expense in the futurs and 
other requirements of SFAS No. 123R, the pm forma disclowc in Nole. 10 may uoi be indicative of tbe S o c k - h d  mmpensation 
e-e that will be rccoguized in the Company's future b c i a l  statsments. ?be new standard is effective for lhe iirst M o d  h l  
begins after June 15,2005, and allows two diffsrurt metbods of mnsition. The Company is cunently evaluating the new nrandard and 
modclg which may bc w d  to Ul~ulate fuhuc s t o c l r b d  cornpearation expense. I 

In December 2004, the FASB issued SFAS No. 153, "Exchanges ofNonmonelary AsxIs." SFAS No. 153 amends APE 
winion 29, "Accounting for NonmoncIary T m d o n s , "  Lo eliminslc the exception fm nomnetary exchanges of similar productive 
a s e h  and replaces it With a general exception for CXChangCS of nonmonetary ussets th.1 do no1 have commmiol substance. A 
n o m m t a r y  exchange has commercial substance if the fotun.cash flows af the.mtiiry arc cxpccted to change significantly as a mul t  
ofthe exchange. APB Opinion 29 is based on the principle h a 1  cxchmgca ofnonmonetary as%= should be m c a e d  ba%d on fair 
nluc of the mets exchanged. SFAS No. IS3 is effective for nonmonetq exchanges occurring in fiscal periods beginning after 
June IS, 2005. The Company does not cxpecl the adwtion of SFAS No. 153 will have a matWial inmael on il financial Dosition 
rcsulu of operations and carh flows. 

In October 2004, the FASB issued Emerging Issues Task F m  Issue No. 04-8 (EITF 04-S), %c Effect of Contingently 
Convaible InstnnnCnts on Diluted Earnings per Share." Em 04-8 addresses when rnntingcmly comcrtiblc instnunenis should be 
included in diluted camings per share. Contingenl convertible insments arc mSmmrm5 that have embedded cnnnrsion furmnS 
that me mntingcntly mnvmibk M exmisable based on (a) a markeI price tn'gga or @) multiple cnnlingencics if one of the 
Mmingencics is a mark& price trigga and the insbument can be converted or sharr setlled bawl on meeting the specified mark& 
mdition. The Task F m  mncludcd that mlingmtly convmibk insmrmCm, should bc included m diluted earnings p a  shm (if 

ZW. The adoption of EITF 04-8 did Mt have an impad on the Comppny's diluted camhgs pa share. 
dilutivt) regardlas of WhCIhR UU market tn'ggU has bem mu. FJTF 04-8 h CffCCtiVC fOr @ O b  Cnd& &CI December IS, 

In March 2004, the FASB issued ITIT 03-1, Tk Meaning of OtheSThan-Tcmpornry Impainncnt and Its Application to Ccrlam 
Invstments." FJTF 03- I includes new guidancc for evaluating and mading  impahcut losses on debt and equity insbumen%, as 
well as new disclosure rrquircments for inveslments that are deemed to be l empardy  Lnpairrd. The PEFwnting guidance provided in 
EITF 03-1 is effective for fires1 yam beginning afler septrmber 15,2004, while the disclom rquircmenk arc effective for annual 
pstiods mdiog after September 15,2004. The Company does not c w c t  thc adoption of EITF 03-1 will have a matnial impact on its 
finaneial position, results of operations and cash flow. 

In DccembcrZW3. the FASB issued FASB Interpretation No. 46 (rcriscd Dmmber 2003). "Consolidation of Variable lntcresl 
Entities," which addmscs how a business mterprisc should evaluate w h e l k  it has 8 conuolling financial interest in an entity through 
means othn than voting rights and accordingly should consolidate the entity. The adoption ofFASB Intnprelation No. 46 did not 
have an impact on the Company 85 al h e m b e ?  3 I ,  ZW4, the Company does not beliwc it had any VIE'S for which this interpetion 
would be applicable. 

rescinds certain sections of SAB No. 101. Revenue Recognition, in order to make this interpretive guidance consisIcnl with cuncnf 
authoritative accounting and auditing guidance and SEC 

In Dscembcr 2003, the SEC issued Staff Accounting Bulletin (SAB) No. 104, "Revenue Recognition," which codifies. revises and 
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NOTES TO CONSOLIDATED FINANCIAL S T A T E m S  - (Continued) 

d e s  and regulations. The changes noted in SAB No. 104 aid not have a material effccr on the Comparry's financial pition, rcsvlts of 
operations and cash flows. 

Concemran'on of Cnstomers and SuppriM 

During2004 IWCNKS from three custOmrn BFcoun(cd for 2l.l%, 11.6% and3.9% ofrevmues. Duriog 2003 mcJc Mmethnc 
arstomersscMuntcdfor21.8%, 17.l'hand 1 0 . 6 % o f ~ u ~ , ~ ~ c l y , ~ , d d U r i n g Z W Z a c ~ ~ f n 3 1 . 5 ~ ~ 8 . 8 % a n d  16.0%, 
resp~tivcly.~cachoftheycarsendedDecembrr31,2004,Z003 and2W2noothercustmuarxomtedfmmomh 10.Wof 
total nvenucs.AsofDcccmba31, M04arxounk~ccivnblefmmoneNtomrrnprracntcdmon~ 10Koftndcacamts 
nceivablc. In 2w4,2003 and 2002, the Company's largest mme of opcrstmg costs wm also ow EEC which rcpTesmtcd 40.3%. 
37.3% and 32.4% of the Company's netwok c x p e ~ s  during the ycars ended 2004.2003 and ZOOZ, rcspcCtively. 

2. Investments 

The following table summarks the Company's mvesbenk in securities at Dkonbcr 31,2004: 

(Ddhnlelbmu.dr) 
S 7.457 s -  s 7AS7 

4.891 - 4.891 
10.615 (114) wol 

2L8M 
19,916 

142.766 
- - 
s32.265 
IWI 

As of Dccember 31,2004, all ofthe contrarrual maturities ofthe Company's US. gwcmmmt agencies and amnnacial pspn we 

The following table summarizes the Company's investments in d t i e s  81 Dccanber31,Z003 

re bsra  ~ p r i i  I ,  2005. 

U . W  Fdir Market 
CMt L o u 4  net V.lue 

As of December 3 I ,  2003, all ofthe contrarrual maturities of thc Company's commercial paper were befm February 28.2004. 
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS -(Continued) 

3. Property and Equipment 

The following tables summarize the Company’s property and equipment, net at December 3 1, 2W4 and 2003:, 

2 w  uu 
@olhr‘h tbrnS8bds) 

2.140 21.020 
2.648 2.623 

27.128 29302 
866 IMO 

16.5% 21.992 
210 2m - _ _ I  

195337 263.447 ‘ 
(iSI.924) (1W.W 

s 14s.789 I im.wi 1 

- - 
I 43,413 s I21211 - - 

Ths Company capiializcs interest on capital projona when the project involves wnsidanble time to implcmmt and majn 
cxpcndifurrs. Such interest is capitalized as part of the con of thc quipmmt and is amortized oyer the remaining life of the E ~ B .  
lntmst is capitalized bassd on the Campany’s incrunental baroaring rate mniog the period of asssf Mnrbuch ‘ o n ’ h  2004,2003 and 
2002. the Company capitalized $0. $65,000, and $967,000, respcaivcly, of m b r n  &tcd to cppital pmjca. 

Depreciation and amortization ofpropmy and equipmentwar $32.3 miltinn, 543.8 million and 540.1 million for the years d e d  
December 3 1, Z W ,  2W3 and 2W2, mpectively. Depreciation and amortization i s  computed using the stmi@+line memod based on 
the following estimated useful lives: 

Doring the first q u a m  of 2W3, the Company changed its accounting cstimtes related to depreciation The Company nducsd the 
useful life lor phone equipment provided to customers and computer hardware from 5 years to 3 years and cxhded  the useful life of 
some leasehold improvrmcnts fmm IO ycars to up to 20 ycars. As a result of the change. the Company incurred addiliml 
depreciation in the first quam, which increased nct loss for the  yea^ ended December 31,2003 by SI .6 million or $0.04 pcr diluted 
share. 

The Company reclassified $1. I million relsted to a technology lease from depreciation cxpcnsc m seilmg, general and 
administrative expcnses for the yca~ ended December 31,2002. In management’s opinion, the new classification more accurately 
pmacnls the nature of the related expense in the Company’s incame sfatmmt based on the underlying wnsachon. 

4. Impnlment of Aasets 

In accardancs with gmually accepted aaouoting priocipla, in connection with the 2004 audit of thc Company’s y-d 
financial statements, the Company tested its long-lived tangible and intangible kFscu io dztcrrnine whether ihe carrying mounts of 
such assets wcre recoversblc from future undircounted cash flows. Rimsrily as a result of ongoing price compression smd remt 
indushy nmds in the dial-up lnhnct access mark% the Company recorded nm-cash aspet impairment charges of $54.6 million fm 
its tangible assets. In 
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (Continued) 

pfonning the test, the Company determined that the total ofthe expected fiturc undimmted cash f low directly related to the 
existing savice potential Of the asMts were kss ulan the cmyhg valuc of the ass&; therefore, an impairment charge ww required 
'Ihc Company engaged a third party valuatim specialist to wist in the evabtim of the fair value of its ascts using a sales 
comparison approach, as well as a rcplsament 00s approach. The impairman cbrogo npmmtcd the diKmce bmmsl tbe f a i  
value of the propaty and equipment and its carrying value and am included within imp inna t  of ass& m the consolidated statcmcnts 
of operations. As a d t  of the asset impairments, a new Cars basis was established for those .6xo that were impaid 'Ihc nnv cost 
hasis rcsulted m a reduction of pws pmpnry and.quipmeat and did not change the mnaining sstimatsd usdo1 lives. 

intangible assets for impaimcot Thc Company Cnimatcd fair value using a rmkd mmparablcs sppmacb that mlted in goodwill 
impairment charges of $03 million dmbg the fourth qwtes of 2004. 

In accordmcc with the provisions o f  SFAS No. 142, "Goodwill and 0 t h  lnCangible A s @ "  the Cmnpany tmed its gDodwiU aod 

5. OtherAsrefs 

~iijesccmba31,otherassets consistofthefollowing: 

- - 
51.w S V l I  
I - 

Deferred financing cosk consist primarily of capitalized amounts fw  undamitcr fees, professional fees and o h  expaucs related 
to the issuance of the Company's debt. Amortization of d e f d  hawing cosfs for the years endcd Lkcemk 31,2004,2003 and 
2002 was 5703,000, S434,WO and %593.WO, ~cslncfively, and is indudcd in interest sxpmse in the accompyingconsolidatcd 
statrmcmsofopwtions.Duriog2004,theCompanym~a.sdditionalS146,WOmddmsdfinancingcort,nlatcdmthcScnior 
S s w d N o t e ~ ~ ~ ~ ~ B a a k A G - N ~ e w Y o r k a n d S 1 0 0 , w O i n d c f c r n d f i n a n c ~ i n g ~ r e l a t c d t o t h e s c c u n d  
financing arrangement with Mmill Lynch Capital. During 2003 and 2002, the Company purchased f b m  holdas of its h i o r  Notcs 

expensed $3.3 million of deferred financing costs anwciated with the Smior Notes redDwncd I h e  Campmy dsa innnred add~bonal 
defemd financing costs of S5.2 million m 2003 related to the isme of thc Compny3 &niM secund Note. 

a swigb l inc  basis over the life of thc lea%, which i s  81 month5. Amorrirstion cxpsnstfwth* f&l i i  was S216,wO for each year 
ended ZW4.2003 and 2002, and is included in maizstjon expensc io tbe accompsnying wnsolidated stamem of opcrstiona. 

In May 2004, the Company completed an agreement for maintenance with Cisco Sys tm.  Inc. A $1.6 million note payable was 
exchanged fora 36mCnth maintenance Smicss agreement. This is included in the mrnpanying consolidated b a l m  shea in other 
current assets. other assets, and other accrued liabilities. Additionally, the related expense is included in sellink gsnaal, and 
administrative expense in the accompanying consolidated statements of operntions. 

an a w g a t e  of S59.0 million and $54.9 million principal amount of Smior NaSs. In crmneclion with thesc tmmmms, ' W"P."Y 

During 1999. the Company acquired lease rights ofadditional spacc in its Loa Angeles faoility. This amount is being ammized OB 
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A summnry of the restructuring r n p ~ c s  and Ihc aswimd remaining liability which is included in other a c e d  liabilities in Be 
awmpnying  consolidated balance shcct as of D e c c m k  31.2004 and 2003 mnsisl ofthc following: 

12389 
1547 

6 

53,416 
2.m 

81 

16363 
- - 

The Company did not appmrc any nm rcsuuchng plan in 2004 and 2003. The balances of Ihc mtru&ng liabilitiss rclale lo 
restrumsing plans appmved in lune 2001 and A U ~ I  1WI. The 2W2 rcmuctunng plan primarily provided for mC dorm of rhc 
Company's witch facihty in Colorado The 2002 rcrrmsturing plan w u  in response lo the furIha weakening of rhc cconomy, 
addinonal competitive pressm fmm competitors who had rmrganncd and l o w d  their cost EIIUCIIUC. overcapcity in the 
Company's mdurvy and I o w a  demand hom cwomcn  for its products and Smiccs. 

The 2001 rcmucluring plan pAmmly provided for rhc suspsion of the Company's expansion plans in cabin sates, airing of 
ccnain Iowa margin products and -ices (includmg residential male and CuIlomer w c d  and maintained (COW squipmCnt) and 
undertaking cmain COIL redudon initiafiws. In addition 10 restmauring m i n  produu ofi&ga. the rcsrmcnuing initiatives 
included closing the Company's wit& facility in Utah, consolidanon ofs ix  sales oficcs. and a workforce duction ofappmximlllcly 
200 employees. The workfwcc rsducoon was c o m p l d  during rhe fourth q u a ,  with all s e v m c e  payments king made as of 
Dcmbci31.2WI.ThcZOOl nsrmctunngplan~smrcsponsetoawsakcningMnomysnd~gennpcri t ivcpnssun 
muhing From lower than expected donand for vlemmmunicabons scMccs and ovacapacity in the Company's induay, 
management shtRcd rhe Cnmpany'r mategy to margin imprmmcnt, a s 1  conminment and cash mxrradon rather than wp-linc 
growth. 

sublease income. multiplied by rhc remaining rnonlhs on Ihe lase. In regards m h e  Colored0 facility, no sublcaoc income 
cnimamd due lo the specialized nabre of this faciliry. During the second quam of 2004, Be Company nmrded additional 
rcsrmcnuing charger of approximately $ I  94,000 due to inaearcd ~ ~ m m o n  a m  opmting mpmra at the Colorado facilhy. This 
amount was padally offset by r e v m a l s  of 637,000 of prcnously rccordcd restlucruring charges related m the t i m q  and amounts for 
sublease income, pnmarily in San Dicgo. Dunng rhe founh quann of 2004. the Company recorded additional 

The amount of the m m e  for vacated premixs is equal m the monthly lease payment of the unoccupied space, less any estimatal 
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' gcharges ofIF13,~foranstimatulmc~inrmterpmseatthe~S~ailDicgoandSanF~ci~officelocations.Dvring 
fhe second and third quarters of 2004, thc Company rccordcd additional resbucbning chargss of qpx ima tc ly  SZZB,WO and 
$ 124,000, respdively. due to on-going ncgdations to the amom owcd for c imi t  commitment obligations, which the Company 
pid off during the third quarter of 2W4. During the third qUana of 2KM, the Company md %,Ow of pnviounly rccordsd 
rcrtrumomg ' chargcs nlatcd primarily to professional fcs that wen anticipatcd bm m t  m d .  lk final carh pnrmcnt to k 
nmrdcd apinst the resrmcauing n w c  is tuIIclllly " p d  to oocul in March UII 0. 

The mount of the mmvc rccorded is qua l  to thc monthly lekK payment of 
months on the lase. Sut-lcase income was no( anticipatcd in ZW3 primarily due to economic condilion~. In addition, during 2003, 
thc Company m c d  f 8  1,000 of prCViolllilY Worded restmctwiag chzrgcs nlahg to professional fees thaf werclanticipatcd but not 
mcuned. 

During 2003. thc Company EMdcd additional restrochuing charges of S206.000 relathy to Off icc  space in San Dicgo. California. 
unoccupied spsec multiplied by thc r a n a i n i  

h h g  the raond quarts of 2002, the Company mordcd a S93 million r e s tmc thq  chsrge in connection with thc el- of iw 
switch facility in Colorado. Of thia amount, $3.3 million rclatcd to the writpoff of thc n d  book value of Icaschold impmvemcnw and 
equipment which could not be redeployed to other locations an4  m managemcnt's bcs1 estimate. had a fair mrrLct 

prcmisc 
in Colorado which will bc paid over thc lcase Icm. which ends in fiscal ycar 2010. In order to Sstimatc rent cxpmsc relaid to this 
premise, and those premises discussed in the following paragmpk thc Company ma& ccrtain assumptions including; (1) the time 
puiod over which the premises would m a i n  vacant, ( 2 )  sublcase tmns, and (3) cJtimatcd mblcax renk. In the case of the ColmQ 
switching facility and the Utah switching facility, no sublease income WES estimatul due to the specialized nabuc ofthcsc facilities 
and N m n t  economic conditions. Amrdingly. thc Company bcliwed the nn Lux& mluc of the lsasshcld impmvemmb for the 
facilitia had a fair msrkd value of zero 

In the third q u a m  of 2002, the Company recorded an additional resuucnning charge of S2I,WO. nct representing thc net 

ue of  em; 
52.2 ni!h related to circuit MiT,TTr&ruid cbiigsrimn; and $32 million nlatcd to hum rent paymcnw duc for thclabxdoncd r"' 

d i f f m c c  b c t w m  lhc amount cstimatcd and the actual nn bwk vatus of impaired leaxhold improvuncnw. In Ihc fourth quartcrof 
2002, the Company nduced its remuduring amual for fuhlrs rcnt payments for the Colaado switch facility bv $02 million as the 
Company had to av the facility longu than anticipated duc to a delay in wnsfaring one of its customm tohnb* carrier. As of 
Dcmnbcr 3112M)3. thc Company had a m ~ i n i q  liability for thi rcstrucbning anivity of ~pproximately $4.1 million. This 1% 
expires in March 2010. 

In the fourth quarter of 2002, the Company negotiated and paid an carly tamination penalty to satisfy all fume rent paymaw duc 
for its switch facility m Utah. Accordingly, the Company rcnrsedprcvious charges of $0.5 million to bring thc acctual forthis facility 
to m. As of Lkcmnber 3 I ,  2003, the Company had a ranaining liability of S0.4 million for this rsJrmcturin g lescNc. 
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7. Other Accrued Liabilities 

At December 31, @her accrued liabilities consist of the following 

8. Debt and Capital h e  !ligations 

AI December 3 I ,  long-term debt and capital lease o b l i a t i a  consin of the following: 

7.004 a003 

w n e  h"&) 
Seam N w  s341112 536.102 
SIniotSccursdN~~,naofdiscarnrofS16.134 245W 19369 
C.piml kuc obliprliom IPS 2.m 
NOtcrPlpbk 6.W 69 

RW h wmnl podon oinalcr ppbk md rrpiml 1- 

$65.038 154.114 

- RsW - - - 
On Deccmbcr 19,2003 the Company sold to Deutxhc Bank AG -New Yo&, acting thmugh DE Advisors, LE. as mvesrmmt 

advisor (Deulschc Bank), as investment advwr, in a private placement exempt fmm regiskation pursuant Lo Sktian 40) of the 
S d t i e s  Act of 1933, as amended, 8 senior secund note in the principal amount of $40.0 million, (the S&r Secured Note), and 
w m t s  Lo purchase up to 26,666.667 shares of its w m o n  sfaelr sf an exacise price of $1 .SO per &re. The h i m  Secured Note 
carriesanmtnrarateofLIBORplus0.5%~.M%atDeamber31,2004),andma~inDcmnba2006(SceNote 18).The 
maturity date of the Senior Secured Note will be automatically artmdcd to coincide with any artensiCn of the npiratiOn date oithe 
wmts,whichisextmdable foruptoanadditional I8monthratthcaptionofDwtsEheBank.TheCompanyal~S18.2 million 
of the proceeds of thc Smior Secured Note to debt and $21.8 million to the warrants on the bacis of their relative fair values. The 
allocation of proceeds representing the fair value of he warrants to additional p.d-in capital mates a discount on the Senior S a d  
Note. Under the m s  of the guaranry and security agrement relatcd to thc ! h i o r  Secured No+ thc Company has granted Dn*;che 
Bank a security interest in substantially all of its assets and a g e d  to catain wenants including limitstions on the Compy 's  ability 
10 kcvr additional indebtedness, innv liens, sell as& and pay dividends. As of Dccembcr 3 I ,  2004, the Company ws in campliarcs 
with thew wvenants. 

Accrued interest on thc Senior S s m d  Note is payable qusnerly in cash, or at tbc Company's option, may be qitatiwd and 
added to outstanding principal. In accordaocc with the terms of the Senior Secured No% during 2004, the Company clead to 
capitalize and add to the outsranding principal balance intmst of approximalely SQ.6 million, which is reflected s D no-h 
opraiing and financing activity in the Company's Condenscd Consolidated Statonem of Cash Flows. As of Decemter 31.Zw4, the 
principal balance was 
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$40.6 million,the balance ofthe discount was $16.1 mill ionsndh eRCnivc in~Ira tewas  appmiitely 30%. During2OW and 
2003. the discount amortiradon was $5.5 million snd $0.2 million, nspcCtivcly. The Company has amortized the d iseo~t  on m 
e W v e  yield to maturity bwis wer the life of the note. Pmjaled interm q m s c  on this secured note (assuming that the note is held 
to maturity, no intcrrst payments arc d c f d  and the note is not extsoded a full I8 months) is as follows: 

I 

I 

200s 
loo6 

I 7.116 
9.016 

$16,132 

- 
1 - 

The Senior Notes, of which thcrc is; $36.1 million in principal mount oumnding at Dsvmbn 3 I ,  2W4 and 2W,  mat^ on 
February I. 2009 and bear interst at 13.5% per annum payable in semimud installments, wim all principal due 
February 1,2009. In D m b a  ZW3. the Company repurchased 559.0 nZim ~rhoipl amount of Seniur i<ow in I mder offer. In 
2002 the Company paid BpprOXhstely 520.7 million to repurchase 554.9 million principal mount Of h i M  N o d .  These h s r c r i m  
rrwllcd in a lass (pain) (net of the writtoff of related capitalircd debt issunnw wsts and coslb paid to d d c  partics b wmplac the 
hsac t ion )  of $3.7 million and q33.8) million in 2003 and 2002 mpcctivcly. 

In conjunction with the D a n n k r  2003 Iender offa for Smior N o t s  ths Compsny a b  solicited c01lsmB Lo cffcct cntain 
pmposcd amendments to ths indenhm governing the Smior Notex. These mcndmmts to the indamn gowming the Senior Notts, 
whicb are now dfcctivc, eliminated most of the indenwe’s principal rcshictive wvenmm and amended CMain other provisions 
c o n t a i d  in the indenture. As of Decemba 31,2004, the Company was in wmpliance with these wvcmnts. 

fall on 

W i g  the a o n d  qumCr of 2004, the Company entered inta a 6 n m d  fiuanciug arrangema% with Mcrrill Lynch Capital. a 
division of Mcrrill Lynch B u s k  Financial Services. IN., purmant to which the Company may b o r n  up m an aggregate IITIw(ut of 
$lO.Omillion, subjaLocertllinconditions.Thkfinancingarnngamntisshuctur+dinamanmthatpmvidcsfmmultiplecrcdit 
facilities up to an a m g a t e  of S10.0 million with each facility having separate clwing datcs and repayment schedules. This sccund 
financing arrangement cxpircd rm Dcecmbu 3 I. 2004. The principal and accrued intacd of cach hciliv shall bc pya& in 36 equal 
monthly installmeno. Tho Company has the option to prepay h e  wLnsnding facility a f m  18 months subject to a maximum premium 
of 3% of the outstanding facility. InIcruI on each facility will bc fixed a1 5% plus the 3-year swap rate, as published by Bloomberg 
Pmfessional Services, detmnincd two business days prior to me closing date ofeach faciliry. The Company urd the pmceeds oithis 
financing amgemenr to aquirc new telccommunication swiab and related qimmt, which OOCUIS borrowin@ under this f w c i n g  
amurgment 

As of December 31,2004, the Company had borrowed sppmximately $5.4 million under the Mmill Lynch Capital financing 
arrangement under two atdit facilities both with inkrest rates of 8.6%. As of Dccanber 3 I ,  2004, the principal balance was 
$4.7 million and is included under Nom Payable m the above table. In July 2004. appmximately 52.1 million of k borrowings was 
paid dircctly to a vendor by Merrill Lynch Capital for an equipment aquisition and is reflected onthe Company’s Condensed 
Comlidated Statement of Cash Flows.as a non-cash investing and financing activity. 

In May 2004, the Company completed financing agreements for various network quipmmt with Cisco S@ms. Inc. T h a e  
financingagrssmentswcrcwmpriMdof51.4 millionofaluipmentcapital lcasesanda51.6millionnotepayableexehangedfora 
3bmonth maintenance servim agreement. These transactions an reflecled on the Company’s C o n d e d  Consolidated Statmmt of 
Cash Flows as 8 non-caoh investing and financing activity, and a non-cash operating and financing activity. As ofDaember 3 I I 

2004, the principal balance of the capital lase was S1.l million and is included under Capital lase obligations in the above table. 
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As of December 31,2004. the balance of the note payablc was SI .3 million and is included unddcr Notes Pay&le in the abvc table. 

llvringthethirdqusrccrof2W3,theCompanylsassdU).8mil6onofcquipmentovcrapsriodnf24marthsThisrmnsacn 'on is 
rrflccicd on the Company's Condensed Consolidated Statement o f  Cash Flows as 8 non-cash investing and financing adivity. As of 
Decemk 31,2004, the principal balance was 50.2 million and is included under Capital leare obligations in the abovc table. 

As of Dcccmbcr 31,2W4. future obligations related to Senior Note% Senior Saured Note, N o r a  Payable (wlleOtivcly Notes) and 
capital leases arc as follows @mjcacd intemt on the Senior Secured Note was based on the intacst rate m Dnemba 31.2004 and 
not added to the outstanding principal): 

2W5 
2w6 
2W7 
2W8 
2W9 

... 
6381 113 
4876 - 
36306 - 

9. Commitmenu and Contingencier 

Opemng Lases 
n e  Company c n m t l y  leases and operates sevcnprincii  facilities under nonransclablc operating leases as follows: 

F.CllIly h e  Erplrntim 

Swhoa.  Wifomh JWICZtTX 
St&on, Wifoni. S e P M n b a r n  
bklurd, W i M  'E iO"CmtuM0B 
Las Angela. C.1if-i. SCpmnba2006 
L.r 'few, Nevada octoba 2009 
scpruc. washinglm DcWnburn 
Phanir, A- ~ p n l  mio 

The Stockton lease expiring in Juw ZW6 has thrss two-year renewal options remaining and the otha fadit  leases contain hvo 
five-year renewal options. except for Oakland, which has one fivrycar renewal option. The Company also kawr telephone 
equipment sites and telephone circuits on montlrto-month, annual and long-term non-cmcelablc Ieascs. As the Company's leased 
telephone circuit wmmimenll arc fulfilled, the leases convert to mrmth-twmonth ageemens. Management of mC Company expects 
that thsc leases will be renewed or replaced, as necessary, by other leases in the normal course of businen. 
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T t r C o m p a n y ' s r r 3 h u ~ g p o g r a m s , o n c a p p ~ s h d ~  in ihsibird piM of 2001 and die other m the saond 
quam of 2002, included closing the Company's switch facilities m Utah and Colmado and mC consolidation of six salu ofiicu. AU 
of these leases, exccpt for the Colorado switch facility and two of thc sales offices, have been taminatmi The Company is subleasing 
both of the sales offivs and continues to actively search for tenants to sub- thc Colorado switch faciliv. Inohding the leases fm 
the abandoned p m i s c s  that the Company has not yet terminated less any sublcase agreements in place, the Company's fume 
minimum lose payments with initial tams in excess of me year as of Dcccmbcr 31,2004, am aa follows: 

RentatexpsnsechargedtoopcrstionsforUlcyear~endcdZXcanbcr31,20W.2003 and2002,fwopaatingleasesfwspme, 
excludii amounts charged against the resaumxiug liability, was $35 million, $35 million and 54.0 millios respcaively. Rent 
cxpmrc is includcd in selling, general and adminisbative "pcnse in the aacmnpnying consofidated statanenis of apcratiws. The 
Compny expects to nccive subleax mcane of approxhnately 50.2 million during 2005. Rental expense chargcd Io Opoarions for 
lelcphonc circuits of approximstCly S30.0 million, S3S2 million and $40.4 million for the yfan ended Deamkr 3 I ,  2oW,2003 and 
2002, rcspcctively, is includcd in new& expenses m the accompanying consolidawl statements of opcratiom Rental expense paid 
to related p r t k  was approximately $0.4 million, $0.3 million and $0.3 million forthe ycars ended December 31.2004,2003 md 
2002, "pcctivcly. 

EarprDVrnrnr Agreemm 

At Deccmbcr 3 I ,  2004 the Company had the following employment a-ts in place: 

- an agreement with its Vicc Pruident and Founder created in 2W4. This agncmcnt provided for, among otbm things, a m i n i m  
annual base salary, fees based on services provided, benefits to bc received, and job rsspMsibilitieg 

-an agrsemenl with its current Pruident and Chkf Executive Officer crestcd in 2003. This agreement pmvidcd for. among othsr 
things, minimum armus1 base salariu, bonus entitlements upon the achievement of cmain objectives, and the issuance of stock 
Opti0US; 

ag~eanme regarding compensation and change in conhol with all of Q Company's c x d v c  off'. These agreements 
+de for 8 hunp sum payment qual to 1.50% of the executive's base snlary, hcalth plan hwits, and Option uealment in the 
event of a mergcr or combination of the Company into another entity, w the sale w disposition ofall, or mbstantialiy all, of the 
Company's assets; and 

* an a g m c n t  with its cumm ohaiman and foma chiefexecutive oficcr, which provides for a minimum annual mmpmsation 
lrvcl and other bendits. 
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The total annual value of the minimum bass salary compmsation for the agreements noted above is appmximstcly $0.5 million. 

Other 

From time to time. the Company is subject to audits with various tax authorities that arise during the n o d  course of business. 
The Company believes resolutions to various tax audits that the Company may bc involved with m the normal mum of busiutss, will 
not makrially harm its business, fmancal condition or & ofopnarions. 

Intemarricr Cornpensarion and Legal Proceedings 

Amounts billed to L E G  and payments withheld by ILECs during each of the thnc ycars ended Deccmba 3 I ,  2004.2003 and 
2002 ale as follow: 

2- 7.003 2002 

(oo11.n I, a a S h )  

T d  m o ~ l  billcd to UECs dming tk ysp I 54342 s79,635 S 82317 
AmvntwiUlhcld by LEG Mdnarrsadcdrr m c i n  tk 
cmpny,r lDDmcIlD Of -neiDN (25.070) 09.372) WW) 
AmamurorrMdf~-priawithholdingudrrmrded.rrrvrmr 10.6.50 5.685 20.596 
~ ~ ~ d c ~ p n ~ Y i t h ~ l ~ g u d ~ ~ ' ~ t ~ -  - 1,111 - 
Na mml Rmrdcd PICKIIYS fmm the I L K 6  M n g  Ur I39822 S47.063 s 79,911 

- - - - - 
Company has established interconnection agrcemmts OCAS) with cntsin ILECs. The Telecommunications Act of 1996 

q u i m  LEG to enter inlo lCAs with CLECs, such as the Company, and other cumpetitns md q u i m  gate Public Utilities 
Commissions (PUG) to arbitrate such agreements if the psrtiu cannot reach agreemcm. The ICAs govan, among other item, 
intercarrier compnsation 'Lgrecments for the exchange of local and I d  toll calls bshveen the panics. 

On March 29,2M)2. SBC California (SBQ filed a Petition for Arbitration with the California Public Utilities Commission 
(CPUC) with q e c l  to its ICA with the Company, which would nplacc the similar agncmenl that cxpirrd in Jm of ZWI, but which 
war to conrinue in effect until replaced. On May 8,2003, thc CPUC announced its decision to adopt a modified altanatc proposal of 
the ICA submitted by SBC. The new lhm-ycar agmmerd establishes the rules undcr which the Company and SBC can intcnwnect 
their n m d s  M allow for the exchange of traffic, and the ncovcry of costs associated with exchanging such traffic. The ICA also 
recognizes thal SBC may implement the Federal Communications Commission (FCC) lntmania htemel sardsc Provider (EP) 
cudar, which crates separate intercsmar compensation arrangcmends, including rates, t m n s  and conditions, for Upnnrmcd 
ISP-bound" traffic. The Company has disputed SBC's implrmentation of the FCC p k n  Ths Cmnplny a d  SBC sattledthe disputes 
in July 2004. 

SBC. Such network modifications cause additional costs on both an ongoing and o n ~ m e  basis. The agreement also authorizes the 
Company m charge tandem switching and transpofl whnc appmpriate. 

The terms of the ICA also incmt the Company to mo d i e  its existing network in order to avoid new hanspcm chargcs imposzd by 

On June 12,2002. V S r i m  California (verizon) filed a Petition for Arbibation with the CPUC with respect m its ICA with the 
Company, that would replacs the similar agreement which expired in April of2002, but continued in effect until nplaccd purmani to 
an order of the CPUC. On June 2,2003. the Company 
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fikd with*€ CPUC the new ICA with Vmwn which rcsUlted kom mC arbiMcTfi. Ths n e w ~ c i T ~ e n t e ~ l i s h e s  the 
ruler under which the Company and Vmzon can interconneet heir networks to allow for the achange of tnffic and the m v q  of 
costs associated with exchanging such hffic. In addition it includes a new transport chargc applicable to certain haae and d e s  the 
intucanicr compensation rates establishsd by the FCC Plan effective upon the commmcemmt of the term of the ncw agrcnomt. The 
tams of th agnnnent also incent the Company to m o d i  its exishngnetwork. Such network modificahs cauq additional mts to 
the Company on both an ongoing and o n c h e  basis. l lu agmmmt also authorizes the Company to charge tandcm witching and 
transpod whac appropriate. 

FCC Plan rates should have been made rctrOaetivc. The Company has opposed the relief sought by Verizon, and has challenged the 

The Company cam01 pndict the outcome of future CPUC pmeulings, fuhue appeals or additionsl pmding cam invohing 
related issues. or of the applicability of such proceedings to its ICA with thns two 01 other LECs. As a result, m assumwe can be 
given that the Company will continue to collect intcrcamer compensation, which rcpemts a si@ificant w o n  of its rcvmues, in the 
futurr., or that additional charges may not be imposed upon the Company undez such agreemen- in the hnun. lSP7 ~ l v  f m  a 
significant prr of the Company’s customer base in California and advmc dkisionr in these or related FCC pt+ng~ could limit 
its ability to m e  this group of customers profitably and may havc a mataial adverse effect on us. 

In hdy 2003 V e n m  appealed the arbitration decision of the CPUC to Fsdwl  District Court, arguing mong otha m i  that the 

legality ofthe new tmqmrt chargcs imposed on -in traffic. I 

Other Legal Praceedingr 

On Dcosmbsr 6.2001, a complaint captioned Krim y6 PacWestTelecomm Inc.. ci al., Civil Action No. OI-CV-I 1217, was 
filcd in United State District Court for the Southern District of New York against the Company, Cntain a d w  ofifficcrs. and 
various undermiters in connestion with th Company’s initial public offering. An amndcd complaint was filed on April 19,2002. 
The plaintiffs sllegc that the Company and its officers failed to disclose alleged allocations of shares of the Company’s c~mmon stock 
in exchange for cxcessive brokerage commissions or agreements to purchasc sbarra ai highu prices m the .Acrmmk% in violation of 
S d o n  1 I of the S C U n i t i ~  Act of 1933 and Section lo@) of the Securitics Exchange Act of 1934. Substantially similar actions have 
been filed concerning the initial public offerings for mom than 300 d i h t  issum, and mC casm have ken coordinntcd as In re 
Initial Public Offering Securities Litigation, 21 MC 92. The wmplaint againathe Company seeks unspecified b g e s  on bchalfofa 
purportsd class of purchasers of its wmmon stock. In Wba 2002, ths executive officers of the Canpany wuc dismissed fmm the 
action without pnjudice by agreement with thc plaintiffs which also rcsultal in tolling of the statute of limitations. T b e  wurf 
dkmissed the Section 1 o(b) claim against the Compmy in 2002. 

On July IO,  2003. a committee ofthe Company’s b o d  ofdirectors conditionally sppmved s proposed d - t  with the 
plaintiffs m this matter. The settlanent would pronde, among other things, a release of the Company and of the indindual defendants 
for the conduct alleged in the action to be wrongful in the plaintiffs complaint The Company would agree to undErmkc other 
responsibilities unda the wttlemcnt, including agreeing to assign away. not assert, or release ccrtainpotential claims the Cmnpny 
may haw against its undcmriters. Any direct financial impact ofthe pmposed scitlcmmt is cxpacd to be bnne by the Company’s 
insurers who participated in the negotiation of the s?nlemem loge& with insUrerr representing other issuers in the class action -. 
The committee agreed to approve the senlemenl subject m a numbcr ofwnditions. including the psrticipation of a substantial number 
ofother issuer defendants in the p m p d  senkmenf the consent of the Company’s insurers to the dement,  and the complaion of 
acwtable final settlement documentation Furthermore, the settlement is subject to a hearing on fairness and approval by the court 
mckeeing the litigation. 

.. 
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From time to time, the Company in a pa* Lo litigation thal arises in the ordinary wurse of business. The Ccmpany klicvcs that 
the resolution of this litigation. and any other litigation h e  Company may bc mvolved with in the ordinary COIUX. of businerr. will not 
mamially harm ik business, financial condition or results of operations. 

10. Stockholders’ Equity 

sIo& OpIIOnr 
In January 1999, the Company’s Board of Dkctors approved the t a m s  of the 1999 Stock Incentive Plan (the UpIan7 which 

authorizes the granting of stock options, including rrStrictcd stock. stock appre5aIion rights, dividmd equivalGnt righi?, petfamance 
units, perfommw shares or other similar rights or bencfitn m unployccs, directors, mogultanh end advim. Options grime3 unda 
thc Plan have a tcrm of ten years and substan!ially all options vest ratably over a four ycar perid. In addition, options have beta 
grantedtonroscnioro~(bothofwhomannolon~officas)purruLsnttothe 1998GriffinandBrysonNon-CpdifiedStock 
lncmtive Plans. In May 2000 the b a r d  of Directon approved the 2wO Napa VaUcy Non-Qualificd S t d  Incnnivc Plan At 
Daember 31,2W the Conpany had approximately 0.4 million sham available for grant under msW incentive plans. 

In November 200 1 the Company offmd to Exchange options that w m  previously issued. As a rssult, in h b e r  2001 the 
Company canceled 831,638 options and issued new options to eligible employees on June 18,2oM. 

A summary of the stam of the Company’s stock option plans 81 Dcccmber 31,2004 and changa during the ycars ended 
D-tm 31,2002,2003 and 2004 is presented in the table below: 

w- 
A Y m p  
F.lrrriu 

Shnm P A P  

9m 1.13 
0.49 
3.95 

(6s) 
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Options oumaOdmg, maFisableandvfftcdbypriceran$catDcccmbcr31,2004an~follows: 

I 0.27- 038 
0.41 - 0.w 
0.66- 0.96 
1.w- 1.48 
1.59- 2.37 
2.53 - 3.so 
4.M - 439 
6.25 - 9.13 

I0.W- 14.15 
17.50-25.13 
31.25 - 1s.w 

0.27 - 3S.M 

(SL.rn I. rhouuae) 
142 1.1 

1,613 6.9 
1324 1.1 
131 9.1 

1,028 6 1  
397 6.6 

13 5.8 
I 43 4.9 
49 5.4 
4 5.2 

5,069 6.7 

-325 :; 

- 
I 

s 018 
OM 
0.79 
123 
2.12 
2.74 
4.06 
7.68 

10.14 
18.66 
33.83 

1.81 

69 
1.14s 
1.077 

24 
708 
299 
124 

I1 
143 
49 
4 - 

3853 
I 

I S O 1 8  
0.49 
0.19 
1.22 
2.13 
1.19 

7.81 
10.14 

‘18.64 
33.81 

2.W 

I 4.06 

An ofDecember 31.2W3, the numbu of options outstanding bat were vcsted and exercisable was 3,144,119. Thcw opt~m had a 
weigh~iv~ge~~Jcpri~ofS2.19.AsofD+ccmkr31.2002,thenlnnbaofopticmsoutstaodingthstwaevafcdand 
mcrcisablcwas2.192,502.Thcseopti~had a~iahtedavengeaerciscpriccofS2.70. 

In Onoba 2003, thc Company am- ccnsin terms. including the atension ofthc pat termination excrciscpnid, of 
pmiously issoed options to a m t  offica and to a former ofim and clmcni director of it% Company. Upon separation, 
incremental canpcnoation cost of $1.4 million related to cach of the options held by both the cluinnan of the board and the chief 
a m t i v s  ofim, would be recognized over the remining future service pcriod of such swards. 

Pro Foraur Fair Volnelnformnlion 

The Company L ~ K S  the Black-Scholes opticit-pricing model to derive the theoretical fair value of cmploya stcck option pans. 

The fair value of each option was cstimtcd on the date ofgrani using the Black-Scholcs option pricing model with the following 
assumptions: 
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ERlpbyrr Swck Purchase Plan 

Thc Company caablished the 2000 Employee Stock Purchase Plan(tk Purchase Plan) under which one million rbarrs of common 
stock have been rcsmed for issuance. Full-time employees may ciesipate up to 10% of their compensation, not to e x 4  
1000 sham each six-month paiod. or 525,000 wonh of common stoclt in any one calendar year, wbkh is deducted &pay period 
for the purchase of common swk under the Purchase Plan. On the last business day of each six-manth period, b of ommwn 
stock arc purchased with the employees’ payd l  dcduc&ms at 85% of the lessu of the market price on the fust or last day of the 
six-month puiod. The purchase Plan will terminate no lata !ha May 2,2020. During 2004 and 2003, I total of 1 15,359 and 
77,751 sharesofcommonsmckwitha weightedavuagefauvshwofS1.12andS0.62pnsbarewcrcpurchsroiAtDcmobsr31, 
2004,379,695 shares remained available for issuance. Ro forma compmsatjon cos1 has bxn w m p d  for thc fair value of the 
employc+s’ purchase righis, which was estimated using the Black-Scbles model with the following assumptiom: expaxed dividend 
yields of 0% for 2004,2003 and 2wZ, expected life of 0.5 ycan for 2004,2003 and 2002, expeacd volatility of 84% for 2004, 
123.W.forZW3and 100.O%for2Oo2@asedonthevolatilitypniodofthep~~plan);andriskaccintcFaratssof I.S%for 
2 W .  1.1% for 2003 and 1.8% far 2002. The weighmhvaagc f+r value of thosspurchasc rights granted in 2 W .  2003 and 2002 
was S0.47, $0.29 and $020, rcspeztkly: 

Performance Unit Awards 

In December 2003, the Company granted its Pwident and Chief Executive OAicer (the C M )  the right to rcaive perfomzme 
unit swards ovcs 400.000 sham of common stock (before any sock split, revme stock split or smek dividend) under an employmnt 
agrssmmt. Under the a w e m a t ,  200.000 performance unit awards shall become vested provided the CEO remains employed by the 
Company thmugh lune 30,2007 or in the event of a change in cwlhol as &find  in the Company’s 1999 Stnck Incentive Plan, In 
addition, the remaining 200.000 performance unit awards will vesI provided that the CEO remains “ploycd by the Cunpany throvgh 
June 30,2008 or in the went of a change m control as d d i e d  in the Company’s 195’9 Stock Inmtive Plan. The agreaacmpmvidcs 
for aaekrated vesting in the event that the monthly avmgc fair market value of the Cmnpny’s common s t d  is -tu than 01 
qua l  to $3.00 p a  m m o n  sham for a period of six consecutive uladar montha commacing on or a h  Jarmary I ,  2004. 

The Company w r d e d  additional paid in capital and dcfarcd stock canpendon of S768,WO (bssed On thc Cmnpany’s share 
price of $ I .92) on the date of these performance urdh w m  awarded. The expect4 cost of these shares will be r e f l d  in income on 
a smight line basis over tk pcrlomLvlcc M d .  Assuming there is on accelmtsd vesting of the awards the s x p m e  for 2005 is 
projected to be $0.2 million This will be included in selling, gcnnal and adminisnative arpcnscs. 

Sfad Warrants 

On December 19, xx)3 the Company sold to Dcufsehc Bank (the Transaction) the Senior Secured Note. This Transaction 
pmnded, among o tha  things. that the Company issue stock warrants to purchase up to 26,&6666,661 shams of its common stock at an 
exercise price of S1.50 per share. See note 8 for more information. The fair value of the wanants was estimated usinsthe 
Black-Scholes model with the following assumptions as Of the Transaction date: expected dividend yield ofOO/.; cxpsncd life of 
threeyean; e x p d  volatility of 135%; and risk-& interest rate of 0.8%. The fair value of the warrank was 540.5 million on the 
date of the Transaction. and Ihe relative fair value was $21.8 million (sec Note 18). 

A@uumentcnl IO chairman’s and mecutives’optionr 

On August 17.2004, the Company amended the term of option grants previously aMudedto its uecutivcs, including: Wayne 
Bell. Vice Resident Sales and Marketing; H. Ravi Brar, ChiefFinancial Oficer and Vice h i d e n t  of Human Reso-; Michael 
Hawn, Vice President CuslomaNehvork %mica; and 
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John Sum+, Vice h i d e n t  Regulatory. The amendmmts to the terms ofthc option p t s  previoorly a w W  to each of the 
eXSUh’K PIOGdCd for: 

* immediate vesting of all unvested stock ophons held by the exwt ivc  in the cvcnt thc exmtive is &m&d or mrplcymenl is 
involuntarily terminated by the Company or a s u c c m r  without c a w  at any time during a twenty-one month period beginning 
nine months prior to the effective date of a possibility of a fuhne change in conml and; 

cxcculive’s employmmt The toral numhr of option grants previously awarded and amended was 824,000 and the total DIO 
- cxtcnsion of the post tamination p o d  to exercise such option pants h m  90 days to 365 days following tamination of 

forma incrcmcntd compcnsstion expense based upon-the intrinricvshw of the 
was$117350onAugust 17,2004. 

option pane previously award4 I to thc OffiCcIJ 

Upon a triggaing eveat as dctinwi by the amendmnn. the Company will mrd mmmmtal compmsation m ~ l  related to each of 

In oclober 2003 the Company amcnded the term of options previously mted to its chairman snd also a 1s C p i e f c x d v e  

. in the case of the Company’s chairman, thc d i f i c a t i o n  pmvided for (a) accclwtcd vesting such that eaoh option shall be filly 
m t c d  and exemiaabk upon tmination of employmcnt period under his employment agncmmt o h  than resignation without 
gwd cause or tmination for cause and @) to extend post tamination exenisc period such that it ex+ on the cxpiratim date 
of each grant which mges from stptnnbn 2008 to Ikcmbsr 201 1. On !he modifidon date, the Company’s chairman held 
options to pwhssc 1.095.694 s h  of Company common stock, which had a weighted avcrsgc e x m i x  pice of $2.49 per 
s h m  and the Company’s stock price was 52.60 per share. As The Company caloulated inCmnCntal COmpnUation crpnuc of 
$1.4 million k d  upon the inohsic value on the modification date. As there was no repantion event as of Dccmnhr 31.2004. 

the option pnnta awarded to the officers. ’Ihac was 110 compensation expense ncMdcd as of December 3 1,2004. 

0ffiC.r. n,ac amendmenu provided: I 

there k no compensation e x p e w  recognized in the consolidated stamcnt of opcratiom for thc year mdcd Dccemba 31,Zo@i~ 
and, - in the case of &e Company’s chief executive officer, the amcnhent provided for (a) nccclcrstcd vesting such that each option 
shall be fully vested and exercisable upon termination of employmcnt period under his unploymmt apement  Omn than 
resipt ion without gwd cause cu tamination for c a w  and @) to extsnd post rcrmimticm ~ K C ~ S C  period such that it erpira  on 
the expimbn date of each p n t  which ranges from June 201 I to Decemhr 2012. On the modification daa, the Coqwny’s 
chief executive officer held options to purchase 500,000 shares of our m m o n  stock. which had e weighted average exercise 
price of S1.43 pa share and the Company’s stock price was $4.31 p a  s h .  The Company calculated inarmcntal compensation 
exm!se of S I .4 million bused won the inhinsic value on the modification date. As there was M xmmh ‘on event as of ~ .~ .. 

~ . ~~~ 

D&bn 31,2004. there is n o k p r m t i o n  expense recognized in mc a c m p  snying wnrolldated s t a m a t  of opaations for 
lhcyearendsdDsrrnbu31.2W4. 

11. lncome(Loss) Per Share 

Accordingly. 1,910,000and 126S.OOOsham wcreexcludedfromthediluted 
For the years endcd December 3 1,ZW and 2003, potential common stock wus antidilutivc, as it dcaeawd the net loss per share 
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net loss per share calculation for 2004 and 2003, rrspeCtivcly. Diluted net 00s) mcomc per Share infmatioo for the years auled 
December 31,20W,2003 and ZOO2 is RS follows: 

Z M I  ZW3 Mn 

12. Income Tnxea 

The (bmcfit fmm) provision for incant tax* for thc years cnded Dcccmber 3 1, ZOW, 2CQ3 and 2002 consists of mC following: 

The Company's (benefit fmm) provision for income tax differed fmm the amount computcd by applying the aammny Fed& 
income fax mtc to income bcforc income taxes RS fOlbws: 

2004 2003 

106161) (35,O)sb 

(3,949) (5.3) 

- - 
54 0.1 

1.940 8.9 
19 0.1 

184 0.8 

I 971 31.0% 

339 122 

- - 
- - 
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both the years ended December 3 I ,  2004 and 2003. As of Deambu 3 I,  2004 and 2003 the Company h.d mounts ncdvable fmm 
Bay Alarm of SO and 58,oOO, Mpectively. These amam@ are included m mdc scmuntr & b 4  n u  in the “nnpaoying 
~nsolidated balance sheets. 

Thc Compny lcascs a facility m Oakland fmm Bay Alarm. Rem paid under this lease were S359,fNO. S334,ooO md SZ89,ooO for 
the ycan ended 2004,2003 and 2002, respectively. Bay Alarm provides the Company with security monitoring savias at its normal 
commucial mtcs. The Company has recorded an immaterial BmMmt (less than Sl00,oOO) for these scnticcs m cach of the yurs ndcd 
December 31,2004,2003 and 2002. All cxpensen paid to Bay Alarm are included m scUmg, general and Smninistrativc cxpanes in 
the accompanying coosolidatcd statcmena of opaations. 

Nota Rmiwlile from Sockholdm 

In 1998, a stockholder of the Company, who is also an officer, purchsscd 37,500 shares of common stock fmm the Company for 
$250,000. The Companyrcceivcd S50.000 in cash from the siockholder and eniucd into a note receivable for the rrmaining balance 
of $200,000. This amount was fully repaid in 2003. 

14. Retirement Plan: 

Thc Company has a 40lfi)7erirrment plan (the Plan) for all full-time employccp who have completed 90 days of service. The 
plan year is from January I to Dcccmber 31, and the Company mnbibuiea 50.50 for ~ ~ r y  51.00 contributed by the mploycc, subjest 
to a lima of3 percent of the employes's salary. Participana bccomc fully vested after six years, although they vesi incmncnmlly on 
an annual basis a h  two ycara of snvice. The Company’s matching contributions w m  S451,wO, S303,oOO and $378,000 for the 
years ended December 31,2W4,2M)3 and 2002, rcspcnivcly. These amounts are included in sclling, gcnnal and administrative 
expenses in the aaomprnying consolidated siatcmcnts of opemtim. 

15. Segment Reporting 

B a d  on u i t a i a  d l i s h c d  by SFAS No. 13 I ,  “Disclorures about Sepen t s  of an Enimpkc and Rclaocd Infmmaton,” the 
Company has dctmnmed that it has one reportable operating scgmeni While the Company‘s chiddccirim-nmku d t o r a  the 
revenue strcams of various services, !he rcymuc sueaxus sbm many a p s e s  such as I d  bnnspan chmges and circuitr. In 
addition, operations are managed and financial pnfonnance is whated bapcd upon the dchcry of mulbple h a s  ovu mrnm 
ncworks and facilities. This allom the Company lo lcvnagc ik ccak m am effmt to maximim ntum. As a m l t ,  the revenue StRBms 
share almosi all of the various operating expenses. B e c a w  management believes that any nllocatim of the upnw to muhipk 
~eycnuc streams would bc impractical and managemmi does not ourrmfly make such allocstions intonally. Tbe ch id  
decisiarmaka does, howevu, monitor revenue stnams at a more deiailed level than thov depicted in lhc Company’s Bccompanying 
consolidated financial statrments. 
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The sipificant revenue components for tk years ended Deccmbcr 3 I ,  2004,2003 and 2002 an BF follows: 

CO~ninmolIlaod.) ' 
S 39.822 I 41.062 s 79312 

42.91s 44,971 41305 
19516 17337 12861 
llCK)9 12.706 13236 
1177 1573 8942 
5303 6.046 17.165 

744 945 477 

1 
1 

16. Uaaudited Quarterly Conrolidded Flaalfid Data 

Tbc following is a summary of guarterly consolidaed financial rrsulfs for the fscal yean ending 2OW, 2003 and 2002. 

S 29.423 S 21.837 511652 135.094 
I 1 4 9 3 1  5 16.689 123.117 s 25.435 
1 (7.165) 5 (9.105) S 0.127) S(55.636) 

s (0.20) $ (0.25) s (0.08) I (1.52) 

$3O>IS I 15.723 130312 I 28.W 
I 19,817 I 38.718 521,483 $18336  
S( IO3W s 9.171 S (43314) I (9.783) 

s (0.28) s 01s $ (0.12) s 10.27 

f 43.62 s 38,499 ,134,201 I48306 
1 29332 5 24,492 1 Z 1 . N  S 3S.026 
I 7.384 S(l3388) s 4889 S 3,161 

I om 1 (037) S 0.13 s 0.09 

The fourth qumtu of 2004 mcludes an unpsinncnt of assets chge  of $54.9 million. 

Thefirstquarterof2002mccludesagainonextinguishm~tof&btofS11.9million 

The secand quarter of 2002 includes a res!n~cfuring charge of $9.3 millinn and an impairment of ssscfs charge of $7.2 million. 

The third q u m  of2002 includes a gain on cxtmguishment of debt of SI49 million 
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The fourth qusficr of 2002 includes a gain on extinguishmat of debt of $7.0 million, an impairment of assets charge of 
$9.4 million and in revenues a settlement for various disputea of $15.8 million 

17. Gwdwill and Other Intangible Assets 

During the firsf q w  of 2004, the Company completed its acquisition of the assets and ccllain of the liabilitics of S d m t  
Group, 11%. a small provider of fully hosted managed voice and data services for business commmicstias. The acquisition has k n  
accounted for as a purchasc an4 accordingly, thc total cstimatcd purchssc price has ban allocated to the Umgiilc and mmpilc assets 
acquired based on their respective fair values on the acquisition date. Intar@ile assets wre recordcd fm the customer base in the 
amount of 586,000 and is being amortized Over I5 ycars. As of D m b c r  3 1.2004, the balance of these intangible asses m 
$81 ,ooO and a n  Forded  in other assets in thc consolidated balance sheet 

The e x c w  of the cash purchase price, SS76,WO. over the fair value of langiblc and inmgiblc net sssets acquiral was ncardcd as 
GoodwillintheamountofS375PW.AsofD~bcr31,2OM,thebalanceofgoodwillwasredueadm$119,~asarssultofan 
met impairmat. 

la Subsequent Evenb 

On March 11,2005, the Company sold the majotity ofits enterprise customer base to U.S. TdePacific Cap. (TelcPacific) while 
retaining its assaciakd network Bssct6. Under the tmns of this t r a d o n ,  TelcPacific acquired cmain assets and aaumd w i n  
liabilitk associated with the enIerprise customm in exchange for $26.9 million in eash In addition, the Company entered into a 
m i t i o n  service agreemen1 with TelePacific that. among other things obligates it IO pmvidc c a i n  &tion scrim to TclePacific 
at its estimated cost, for a onryear period subjccl to extension for hvo additiaal threcmanth periods. 

Punuant to the m s  of the Payoff letter (the "m. by and between the Company and Deuwhe Bank, the Company 
u t i l i  the pmeeeds from the sale of its enterpriEc customer base to TelePadfic on March 11.200S.as well as cash on band, to prepay 
in full its Senior S c d  Note (including a11 ouutntanding principal and accrued and unpaid i n t a t ) ,  and m i n d  the nlatcd W m k  IO 
acquire up to 26,666,667 sham of the Company's common nook in connection with the Senior Secured Note. 

On March 1 I ,  2005, the Campany d e m i n e d  that, in ~nocetion with the completion ofthe sale ofthe CnLSlpMc customabasc, it 
recorded net renrmCluing and other chargcs of approximately S7SO,,WO, p r i m d y  consisting ofemployee Ssparation costs for 
employees previously asxlciated with the enterprise W m e r  baw. Out ofthis amounS the Company anticipates that ha'e casb 
expenditures associated with the separation plan will be approximately S300,OW. This separation plan will impacl appxima(Sly I50 
employees, the majoricy ofwhich were involuntary terminations. The Company mticipuks h~ thc majoriv of the anployccs 
associated with this separation plan will leave thcir positions by lhe end of 2WS. 
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PAC-WeST TELECOMM, INC. 

SCHEDULE I1 -VALUATION AND QUALIFYING ACCOUNTS 

(Dollan in thotlsmdt) 

FOR TIiE YEAR ENDED DECEMBER 31,2004 

FOR THE YEAR ENDED DECEMBER 31,2003 I 
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